[Case Title]Cappella, Plaintiff v Joseph Little, Debtor/Defendant
[Case Number] 93-20460

[Bankruptcy Judge] Arthur J. Spector

[Adversary Number] 93-2070

[Date Published] February 3, 1994



UNI TED STATES BANKRUPTCY COURT
FOR THE EASTERN DI STRI CT OF M CHI GAN
NORTHERN DI VI SI ON

In re: JOSEPH LI TTLE d/ b/a Case No. 93-20460
Joe's Sign Shop Chapter 7
Debt or . 163 B.R. 497, 25 B.C.D. 329

/

ANGELO CAPPELLA,

Plaintiff,
-V- A.P. No. 93-2070
JOSEPH LI TTLE d/ b/a Joe's Sign Shop,

Def endant .

APPEARANCES:

KI MBERLY R. HOLI HAN
Attorney for Plaintiff

HENRY J. SEFCOvVI C
Attorney for Defendant

OPI Nl ON ON BURDEN OF PROOF UNDER 8§523(a) (4)

On April 29, 1993, the Debtor filed a voluntary petition
for relief under chapter 7 of the Bankruptcy Code. The Plaintiff
was listed in the Debtor's Schedule F as holding an unsecured
nonpriority claim The Plaintiff tinmely sued the Debtor for a
determ nation that the debt, which was reduced to judgnent in state

court, is not dischargeable in bankruptcy by virtue of 11 U S. C



§523(a) (4).

Section 523(a)(4) states in pertinent part that "[a]

di scharge . . . does not discharge an individual debtor from any
debt--. . . (4) for . . . defalcation while acting in a fiduciary
capacity." | nmust refer to nonbankruptcy | awin determ ni ng whet her

the Debtor is indebted to the Plaintiff for conduct which

constitutes defal cati on. Seelnrelinterstate Agency,760 F. 2d 121, 124 (6th

Cir. 1985) (interpreting 817(a)(4) of the forner Bankruptcy Act); seealso

Groganv.Garner,498 U. S. 279, 283-84 (1991); InreCaldwell,111 B. R. 836, 837

(Bankr. C.D. Cal. 1990); 4 CollieronBankruptcy 1541. 02[ 1] (15th ed. 1993) .1

Inthis case, the fact that the Debtor is indebtedtothe Plaintiff inthe
anount of $3,451. 43 has al ready been establishedin state court. The only
issue is whether that debt is for defal cation.

At trial, the Plaintiff testifiedthat he had contracted for the
Debtor tofraneinacabinonthe Plaintiff's prem ses, that he delivered
an advance of $9, 000 to the Debtor, and t hat he pai d hi mnore noney for

addi tional | abor to be performed. The Plaintiff further testifiedthat the

' nlnreJohnson,691 F. 2d 249 (6th Cir. 1982), the court stated that
"[t] he question of whois afiduciary for purposes of section 17(a)(4) is
one of federal |aw, " id. at 251, and addressed "t he i ssue of whet her, under
federalcommonlaw, some el ement of intent or bad faith is necessary .
[ for purposes] of section 17(a)(4)." Idat 254 (enphasi s added). Seealso
id. ("Federal, not state, | awcontrol s our determni nati on becauseit isthe
intent of Congress in using the word 'defalcation' that we seek to
di scover."). To the extent that Johnson nmeant to suggest that 817(a)(4)--
now 8523(a) (4)--itsel f creates a cause of action for defal cation, it appears
to have beeninplicitly overrul ed. SeelnreinterstateAgency, 760 F. 2d 121, 124
(6th Cir. 1985).




j ob was never conpleted and that he never got any of his noney back.

The Plaintiff argued that by virtue of Mch. Conp. Laws
8570. 151, 2 t he Debt or was a trustee of the funds advanced to him As a
result, he had a duty to expend those funds only for this project; sincethe
proj ect was never conpl eted, he argued, there nust either be trust funds
remai ninginthe Debtor's possessi on or they have been i nproperly spent.
Ei ther way, saidthe Plaintiff, the Debtor nust return those funds to him
or be liable notw thstandi ng di scharge for defal cation.

The Debt or noved for i nvoluntary di sm ssal at the cl ose of the
Plaintiff's proofs onthe ground that the proofs failed to establish a
defal cation onthe Debtor's part. The Plaintiff arguedinresponsethat it
was the Debtor's burden to prove that defal cation had not occurred.

Si nce there may wel | have been ot her reasons why t he proj ect was
not conpleted, | agreed wwth the Debtor that the Plaintiff had not proved
def al cati on. But because neither party presented any convi nci ng support for

hi s vi ew of where t he burden of proof rested, | reserved deci sion onthe

°This statute, part of the M chigan building contract fund act,
pr ovi des:

In the building construction industry, the building
contract fund paid by any person to a contractor, or by
such person or contractor to a subcontractor, shall be
considered by this act to be a trust fund, for the benefit
of the person making the paynent, contractors, |aborers,
subcontractors or materialnmen, and the contractor or
subcontractor shall be considered the trustee of all funds
so paid to himfor building construction purposes.

A person who is a trustee under 8570.151 is a fiduciary for purposes
of 8523(a)(4). Seeldohnson,691 F.2d at 252-53.
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Debtor' s noti on and gave t he Debt or an opportunity to either present proofs
or torest, standing or falling on his argunent regardi ng | ocati on of the
burden of proof. To alleviate any concern onthe Debtor's part that he
m ght i nadvertently strengt hen his adversary's case, | enphasi zed t hat the
Debt or' s proof s woul d not be consi dered unl ess his notion for di sm ssal was
ultimately deni ed. The Debt or chose to present proofs. For the reasons
whi ch foll ow, I concl ude that the Debtor had to prove t hat defal cati on did
not occur, and that he failed to do so.

M chi gan courts have repeatedl y stated i n vari ous cont exts t hat

a trustee nust account to the beneficiaries for the di sposition of trust

funds. See,e.q. InreEstateofdeffers,272 M ch. 127, 138, 261 N.W 271 (1935)

("It was the duty . . . of the trustees of Jeffers' estate to

. account for therents, incone and the profits [derived fromthe estate

property]."); Burnsv.Burns, 248 M ch. 384, 385, 227 N.W 671 (1929)

("WI1liam surviving partner, conducting the busi ness, was atrustee, and

it was his duty . . . to account fully and fairly."); Pomeroyv.Noud,145

M ch. 37, 46, 108 N. W 498 (1906) (citingthetrustee's "duty to render an
account [that is] not only mathematically correct, but equitably fair, and

tosubmt his performances of the trust duties to examnation"). Failure

to properly so account is, by definition, adefal cation. See,e.q.Citizens

MutualAutomobileIns.Co.v.Gardner,315 M ch. 689, 698, 24 N. W 2d 410 (1946); see

alsolnterstate Agency, 760 F. 2d at 125; InreWeber,99 B. R 1001, 1012, 19 B.C. D.

205 (Bankr. D. Utah 1989); Black's Law Dictionary (5th ed. 1979).




It has been stated that "the beneficiary has theinitial burden
of provingthe existence of afiduciary duty andthe trustee's failureto
performit . . . . [T]he burden then shifts to the trustee. . . to
proveit actedwith. . . goodfaith. . . and made full discl osure of all
facts related to the transactions at issue.” 76 Am Jur. 2d Trusts8688. Thi s
arguably inplies that the beneficiary nmust first prove a | oss before
def al cati on can be establ i shed, whichis irrational because t he whol e poi nt

of requiring an accountingistopermt the beneficiary to determ ne whet her

trust funds have been m sappl i ed. SeelLoudv.Winchester,64 M ch. 23, 26- 27,

30 N.W 896 (1887) ("[I]nan action. . . tocall persons to an account for
the mal adm ni stration of a trust, it was not reasonable to require a
conpl ai nant to set out in his bill the m sdoi ngs which he could not be

expected to fully understand until|l he had obt ai ned di scl osures. ") ; Raakv.
Raak,170 M ch. App. 786, 791, 428 N.W2d 778 (1988) ("Wthout an account the

beneficiary nmust be inthe dark as t o whet her t here has been a breach of

trust and sois prevented as a practical matter fromhol di ng t he trustee

liable for a breach." (quoting Bogert, ThelLawofTrusts&Trustees §973 ( 2d ed.

rev.))). Tothe extent a proper account i s not made, the beneficiaryis

entitledto apresunptionthat he hasincurred aloss attributabletothe

trustee's m sconduct. See Citizens Mutual, 315 M ch. at 698 ("As the

plaintiff's share[of |ife insurance proceeds] never was paidto hi mnor
turned over to the [decedent's] estate it nust be assuned that it was

appropri at ed by t he def endant [ executor of the decedent'swill] to his own



use." (citation omtted)); InreTitsworth'sEstates,288 M ch. 652, 654, 286 N. W

97 (1939) ("[T] he duty rests upon atrustee to render proper account, the
bur den bei ng upon hi mto establish the correctness of the account. His
failureto produce evidence within his control rai ses the presunption that
i f produced it would operate against him. . . ."). Thus it is nore
accurate to say that the nmere failure to account establishes a | oss.
Si nce trustees have a duty to account under Mchiganlaw, it is
only | ogical that the Debtor, a statutory trustee, nust prove that no
defal cation occurred--i.e., that he berequiredto account for the trust
funds he received. Thisis what he woul d have had todoinanon-litigation
context, andit nmakes littl e sense to suggest that he i s absol ved of t hat
duty when he i s sued by the beneficiary. Not surprisingly, then, the
M chi gan Suprene Court has stated that "[w here atrusteeis calleduponin
acourt of equity to account for the funds recei ved by hi mas trustee, . .
. the duty rests upon hi mto so account, and t he burden of proof i s upon him

to establish the correctness of the account."” Grund v. First Nat'l| Bank of

Petoskey,209 M ch. 613, 615, 177 N.W 299 (1920). Seealso,e.g.Mertzv.Mertz,

311 M ch. 46, 54, 18 N. W 2d 271 (1945); Longv.Earle,277 M ch. 505, 515, 269

N.W 577 (1936); Raakv.Raak,170 M ch. App. at 791.3

3In each of the cases cited, the plaintiff sued the defendant
for an accounting, whereas in this case the Plaintiff sinply all eged
defal cation without explicitly requesting that the Debtor account
for the noney paid to him However, the fundanental issue renains
t he sanme--nanely, whether the trustee can properly account for the
trust funds. Therefore the question of who has the burden of proof
should not turn on the fine distinction between a demand for an
accounting and an allegation that the trustee has failed to render
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In arguing that the Plaintiff should be required to prove

defal cati on, the Debtor relied on JamesLumberCompanyv.J&SConstruction, 107

M ch. App. 793, 309 N.W2d 925 (1981). Therethe plaintiff suedJ &S and
itsdirector, Steve Serges, for the all eged m sapplication of funds which,
as inthis case, the corporate defendant heldintrust by virtue of Mch.
Conp. Laws 8570.151. The plaintiff obtained a default judgnent agai nst J
&S, and the only i ssue before the court was whet her "Serges personally

recei ved or m sapplied the noney received [by J & S] or . . . knew or

approved of any conversion of this noney." Idat 795. The Court of Appeal s

"agree[d] wwththetrial court that the plaintiff . . . has the burden of
proof withregardto hisclaimthat . . . Serges. . . should be held |iable
under the M chi gan buil ding contract fund act."” Id. The court concl uded

that the record before it didnot establish Serges' liability, explaining:

Under the proofs presented duringtrial by plaintiff,
it is possiblethat J &S used all noney recei ved on
t hese [construction] projects to pay ot her | aborers,
subcontractors, and/or material men, that J & S did not
make a profit on these projects, and that no vi ol ati on
of the act occurred. Plaintiff asks this Court to
engage in a presunption of a violation of the act
whi ch a def endant contractor nust overcone. This we
wi || not do. The burden of proof isonplaintiff to
make out his case . . . . [T]he nere nmaking of
al l egations by the plaintiff, w thout producing
evi dence to support those all egations, isinsufficient
to nmake out plaintiff's case.

Id.at 796-97. Thus JamesLumberdoes support the Debtor's contention that

the Plaintiff nmust substantiate his allegation of defalcation with

an accounti ng. In essence, such an allegation isa demand for an
accounti ng.



affirmati ve evidence that trust funds were m sappropri ated.
The Plaintiff stressed in response that the defendant i nJames

Lumber was a director of the trustee corporation, rather than the
corporationitself. It istruethat the opinion never characterized Serges
as afiduciary vis-a-vistheplaintiff. Andthere areindicationsthat the
court was nore | eni ent toward Serges than it woul d have beentoward J & S.
Seeid.at 795 (noting that the trial court did not find that "Serges

personal |y recei ved or m sappliedthe [trust] nmoney received or that he knew
or approved of any conversion of this noney"); id.("The trial court
concl uded t hat the director of a constructi on conpany coul d not be held
personal |y |i abl e under MCL 570. 151 . . . wit hout proof of know edge or
approval of the m suse of the noney recei ved by t he construction conpany.").

On t he ot her hand, the court never explicitly stated i nJames
Lumbert hat it attached any significance tothe fact that it was Serges

personal 'y, rather than the trustee corporation, whomthe plaintiff all eged
to have viol ated fiduciary duties. I ndeed, the court's statenent that it
woul d not "engage in a presunption of a violation of the act which a
defendantcontractormrust overcone, " id. at 797 (enphasi s added), suggests t hat

it viewed any such distinction as irrelevant.

I n any event, even if | assune that JameslLumberhel d that a
t rust ee under 8570. 151 need not di sprove defal cati on, | amnot bound by t hat
decisionif | am"convinced that the highest state court woul d deci de

differently." Olsenv.McFaul,843 F. 2d 918, 929 (6th Cir. 1988) (citation




omtted). And for the reasons which follow, | am so convinced.
Section 570. 151 makes a contract or subject tothat section a
trustee with respect to construction funds that he has received. Thereis
no suggestion in the statute that the contractor's duties as such are
di fferent or nore rel axed t han t hose duti es general ly i nposed on trustees
by M chigan | aw. And as al ready di scussed, t he M chi gan Suprene Court has
consistently recogni zed that one such general duty is to account to

beneficiaries of thetrust. | amconfident that that court woul d not carve

out an exceptiontothisrulefor buildingcontractors. Seee.g.,Raak,170

M ch. App. at 791 (suggesting that the notion of a trust wthout
accountabilityisacontradictioninterns). As amatter both of |ogic and
M chi gan case | aw, this duty to account transl ates i nto a burden on the
trustee's part todenonstrate incourt that trust funds have been properly
applied.# | therefore conclude that the M chi gan Suprene Court woul d hol d
t hat a contractor bears t he burden of provi ng that he di d not defal cate
funds received in trust pursuant to 8570. 151.

Al t hough t he Debt or di d not so argue, a fewcourts have st ated

or inpliedthat federal, and not state | awgoverns al |l ocati on of the burden

of proof in dischargeability cases. See.e.q.InreFitzgerald, 109 B. R. 893, 900

(Bankr. N.D. I nd. 1989); InreWhitehouse, 26 B. R. 239, 242 (Bankr. W D. Ky.

1982); InreBarlick, 1 B. C. D. 412, 414 (Bankr. D. R 1. 1974) (interpreting 817

4JamesLumberdoes not underm ne t hi s concl usi on because the court did
not even acknow edge that trustees generally have a duty to account, | et
al one attenpt to reconcile that duty with its hol ding.
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of the former Bankruptcy Act). Arationaleofferedfor this conclusionis
t hat the di scharge of debtsis a"federally createdright." Barlick,l B. C.D.

at 416. But the exceptions to di scharge under 8523(a) presuppose that there

is adebt owed. Andit isnowfairly well establishedthat liability for

def al cati on nust be based on substantive | awot her than 8523(a)(4). See

supran. 1 and acconpanyi ng text. Thus the reasoni ng i nBarlicki s perti nent

only when that "other law' is federal, which is not the case here.

The question of who bears the burden of proof is generally

consi dered to be substanti ve. See,e.q.,Dickv.NewYorkLifelns.Co.,359 U. S. 437,

446 (1959); PutnamResourcesv.Pateman,958 F. 2d 448, 465 (1st Cir. 1992)
("[B]Jurdens of proof [are] . . . nobst often treated as substantive."

(quoting 1 Wgnore, Evidence85 at 358 n.11 (Tillers rev. 1983)); Blue

Diamond Coal Co. v. United Mine Workers of America, 436 F.2d 551, 563 (6th Cir.

1970), cert.denied,402 U. S. 930 (1971); Wight & M| | er, FederalPracticeand

Procedure: Ci vil 82409 (descri bing rul es concerni ng t he burden of proof as

bei ng "cl osel y associ ated wit h substantive rights" and stating that "[t] he
courts regard burden of proof as a matter of substance"”). Thisruleis
particul arly appropriate here, giventhe clearly substantive requirenent

under M chigan | awthat trustees account to their beneficiaries. See

Pomeroy,145 M ch. at 46 (descri bi ng t he duty-to-account rule as "one largely

of public policy"); Raak,170 M ch. App. at 791 (|l i kew se noting the public

policy concerns underlying the inposition of a duty to account). |

t herefore believethat the question before nmeis determ ned by state | aw.
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Seelnre McLaughlinFarms, 120 B. R. 493, 503 (Bankr. N.D. lowa 1990) ("As a

substantive matter, burden of proof is. . . governed by state | aw. ") ; Inre

Noroton Heights Enters. Corp.,96 B. R. 11, 15 (Bankr. D. Conn. 1989) ("The

substantive question of who has the burdenof proofon a given matter is
determ ned by statelaw. . . ."). And for the reasons stated, | concl ude
that M chigan | aw di ctates that the Debtor prove he did not commit a
def al cati on.

| woul d reach the same concl usi on under federal common | aw.
First and forenost, requiringthat the Debtor prove heis not guilty of
defal cati on has the virtue of being consistent with M chigan|awand, in
particul ar, assuring that atrustee cannot frustratelegitimte public

policy inthis state by filing bankruptcy. SeelnreMaxSugarmanFuneralHome,

130 B.R 119, 121 (Bankr. D. R I. 1991) (stating that one of the rel evant

factors in assigning the burden of proof is any "special policy

consi derations” (quoting McCormick on Evidence 8336 (3d ed. 1984)).

Anot her considerationmlitatinginthePlaintiff's favor is that

it would likely be easier for the Debtor to prove that the funds were
properly spent than for the Plaintiff to prove that they were not. Seeedg.,

United Statesv. Negron,967 F. 2d 68, 72 (2d Cir. 1992) (citing 9J. Wqgnore

Evidenceat 2485-86 (3d ed. 1940) for the propositionthat the "party with
an affirmative goal and presunptive access to proof on a given issue
normal Iy has [the] burden of proof as to that i ssue"); Sugarman,130 B. R at

121 (indicating that the factors rel evant to t he questi on of whi ch party has

11



t he burden of proof include "conveni ence" and "fairness" (quoti ng McCormick
onEvidence8336 (3d ed. 1984)); cf.e.q.,F. R. Civ.P. 8(c) (designating "paynent"

as an affirmati ve defense); 29 Am Jur. 2d Evidence8129 (" The bur den of pr oof
is upon the defendant as to all affirmative defenses . . . .").>%
Nor does there exist any conpelling reason why it woul d be
i nappropriatetorequire the Debtor to account for the trust funds. Such
an approach does not substantial ly underm ne bankruptcy's "fresh start™

pol i cy because the beneficiary nust as a prelimnary matter establish that
t he debtor did in fact receive funds in a fiduciary capacity. Seelnre
Manzo, 106 B. R 69, 72-73 (Bankr. E. D. Pa. 1989) (Twardowski, J.) ("Once the

plaintiff establishes that thetrust res was deliveredtothe fiduciary, the

burden shifts to the debtor to showthat no defal cati on occurred."); Inr

D

Borbidge, 90 B. R. 728, 736-37 (Bankr. E.D. Pa. 1988) (Fox, J.), affd,114 B. R
63 (E.D. Pa. 1990) ("[A] plaintiff proceedi ng under section 523(a) (4)
carries his burdento establishdefalcation. . . where he shows that funds
fromthetrust rescanetobedirectly paidtothe trustee. The burden then
shiftstothetrusteeto establishthat the assets received by him. . .
wer e actual | y used for the benefit of the intended beneficiary of the trust

.. .");Grund,209 M ch. at 615 ("[T] he burden is upon the plaintiff to

SAnal ogy to the defense of paynent is appropriate because in
accounting for trust funds that were under his control, the Debtor
essentially must show that all paynments he nade with these funds
were proper, and pay the balance of the funds, if any, to the
Plaintiff. SeeBlack'sLawDictionary(5th ed. 1979) (The term"account for"
means "[t]o pay over the noney to the person entitled thereto.").
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establishthetrust relation. . . before he casts upon t he def endant the

burden of an accounting.").?®
On bal ance, then, it makes nore sensetorequireatrusteeto

prove that trust funds were properly appliedthantorequire a beneficiary

to prove that they were m sapplied. SeeManzo,106 B. R. at 72-73; Borbidge,

90 B. R at 736-37. Butsee,e.q.InreStone,91 B. R. 589, 594 (D. Utah 1988); In

reChapman,125 B. R. 284, 286-87 (Bankr. S.D. Cal. 1991) ("To prevail ina
8523(a)(4) action, thecreditor nust establishthat . . . adefal cation
occurred."); InrePieper,119 B. R. 837, 840 (Bankr. M D. Fla. 1990); InrePeters,
90 B. R. 588, 605 (Bankr. N.D. N. Y. 1988). Thus evenif statelawis not
controllingontheissue, the Debtor should still bear the burden of proving
that he did not commt a defal cation. H s notionfor i nvoluntary di sm ssal
will therefore be denied.

Havi ng determ ned that it was i ncumbent upon the Debtor to
di sprove defal cation, I nmust consider the proofs which he submtted
regarding this issue. One m ght expect that the Debtor woul d attenpt to
show, for exanpl e, that he sinply underestinmated the cost of conpletingthe
project, and that all funds received fromthe Plaintiff werein fact spent
on the project. But he made no such attenpt; the Debtor's proofs--

consi sting solely of his own testinony--were entirelyirrel evant. Because

®l'n this regard, it should be noted that there is no rul e which,
as in the case of objections to discharge, seeF.R Bankr.P. 4005,
i nposes t he burden of proof on creditors in actions brought under 8523(a).
Thi s suggests by negative inference that the debtor may soneti nes be
required to shoul der that burden in defending such actions.
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t he Debtor failed to account for the trust funds, judgment will enter in

favor of the Plaintiff for the full ampunt of the indebtedness.”’

Dat ed: February 3, 1994.

ARTHUR J. SPECTOR
U. S. Bankruptcy Judge

‘As a general rule, the debtor is barred by collateral estoppel
from relitigating the anount of a debt alleged to Dbe
nondi schar geabl e. Seeeg.InReConganelli,132 B. R. 369, 385-88 (Bankr. N.D.
| nd. 1991); InreSchmit,71 B.R. 587, 588 n.1 (Bankr. D. M nn. 1987); Inre
Brown,56 B. R. 954, 959 (Bankr. E.D. M ch. 1986). This case presents an
exception because it i s possiblethat all or sonme portion of the debt as
det erm ned by the state court may sinply reflect the cost tothe Plaintiff
of conpl eting the project, rather than defal cati on by the Debtor. Sincethe
Debt or di d not cl ai mot herw se, however, | assune that the Plaintiff's |oss
attributabletothe defalcationis equal tothe entire anount of the debt.
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